), Washburn University n the introductory text books of insurance there are examples of how to calculate the Interest-Adjusted methods of calculating the cost of life insurance. There are two methods, the Surrender Cost Index and the Net Payment Cost Index. In the first case it is assumed that the insured will surrender the policy at some point in the future, with the second case it is assumed that the policy will not be surrendered but the cost is based on keeping the policy in force for some number of years.
Alternative Method Of Calculating
The Interest-Adjusted Methods Of Determining The Cost Of Life Insurance James R. Eck, (Email: james.eck@washburn.edu), Washburn University n the introductory text books of insurance there are examples of how to calculate the Interest-Adjusted methods of calculating the cost of life insurance. There are two methods, the Surrender Cost Index and the Net Payment Cost Index. In the first case it is assumed that the insured will surrender the policy at some point in the future, with the second case it is assumed that the policy will not be surrendered but the cost is based on keeping the policy in force for some number of years.
The calculations used in the textbooks are somewhat cumbersome and could be made more easy to understand by making minor adjustments. The method which was developed by the National Association of Insurance Commissioners (NAIC) in 1970 involves taking all of the cash payments to be received in the time period to a future value, and then dividing this future number by the future value of an annuity due factor to determine the present value of the cost of insurance. Most business students in an insurance class understand the concept of present value and know how to make such a calculation, they are not as familiar with the idea of projecting into the future and then bring that number back to the present by dividing by the future value of an annuity due factor, and then determining the annual payout. It is more straight forward and understandable to simply calculate the present value of the cash flows. An example of the NAIC method is as follows:
Premiums of $132.09 per year for a $10,000 policy Dividends of $ 24.92 per year Maintain the policy for 20 years and then cash it in for $2,294 Assume an interest rate of 5% The second method, the Net Payment Cost Index, is even more simple. In the textbooks they calculate it the same way as with the Surrender Cost Index but omit the cash value. They take the premiums and dividends out to the future and then bring them back to the present. It is much easier to simply subtract the present value of the annual dividend from the premium. The NAIC method is as follows: These alternative and simplified methods provide exactly the same answer but are calculated in a manner familiar to the students. The NAIC method was developed in 1970, before the hand held calculator came to be. At that time it was necessary to use the present and future value tables, today with the ready availability of the personal calculator it is easier to calculate the present value formulae, and therefore, these simplified methods should be considered.
Surrender Cost Index

